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'_STATEHENT»OF QUESTIONS INVOLVED

1. ‘Dogs a conversion of deBentﬁres ;nto_commqn:Stock,Aéhe;e the
debentures #aVe not been called for redé;ptipn, cpnstitute a sale_of the
convertible debeptures énd é:purchége.of the common gtock within the
meaﬁing of éection 16(#)»of tbe $eéur;;iestk¢hang¢>Agt, f?oyiding'thgt
certaih”corporage insiders wi11 bé liaSie”ﬁq.tﬁgir.cétpogéiéon f&frprofits

"realized . . . from any purchase and.sﬁle; or any:sa}e ;ﬁa pﬁ#chaséﬁ éf’
._the corpqration's.equity sécurities "within any period.df.lesﬁ thanA;ix
months"? | | | | |

2. If so, where the coﬁﬁersioﬁ’of debentures occur;ed within six

:ﬁonths of the time they'wefe purchased but no sale of the stock was
_effected until more than six months after the purchase of the debentures,
did én increase in the value.of the debenthres betweén the dates of their
purchase and éonversion\constitute a-"profit realized" subject to recovery
under Section 16tb)? | -

3. Does common stbckvacquired by the voluﬁtary-exercise of a
conversioﬁ.privilege in débenturés come within the exeﬁption from Section
16(b) for any sécurity “écquired in good f;ith in connection with a debt
previously contracted"?

4, 1s a conversiqn of debentures exempt from Section 16(b) as
an "arbitrage" transaction where the conversion occurred almost four
mpnths'after the debentures Qere purchased'aﬁd there was no sale of the

common stock acquired upon conversion until almost four months thereafter?

v



: IN THE
UNITED STATES COURT OF APPEALS

FOR THE THIRD CIRCULT

- Docket No, 14,809

‘,ﬁELITCOILVCdRPoﬁATiON,
: Plaintiff-Apﬁellee, .

_ N .

REGINALD wﬁBsIER ”

Defendant-Appellant,

On Appeal from Judgment of the United
States District Court for the District
- of New Jersey

BRIEF FOR THE SECURITIES AND EXCHANGE
COMMISSION, AMICUS CURIAE

The Securities and Exchange Commission ("Commlscion") submits

this brief anicus curise, pursuant to the request of the Court for an

expression of its views on thg issues raised in this appeal. The appeal
is takeﬁ from thé judgment of thé‘cdqrt baloﬁ;holditg Reginald Webster,
a director of-Htli-Coil Corporation, liable under Section 16(b) of the
Securitics Excﬁange Act of 1934 (FACtﬁ), 15 vu,s.cC. 7éé(b), as amended,
for profits allegedly realized by him from shbrt-term dealings in the

" convertible debentures and common stock of Heli-Coil Corporation,
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' STATEMENT OF THE CASE

The facts are not disputed, Appellant Webster has been a
director of Heli Coil since its organization on October 16, 1958
(App. 12a). o On.November 20, 1958, Mr. Webster purchased at par
plus aqc:ead interest $60;000lpriﬁcipal amount of Heli-Coil's 5%

- callable debeﬁtﬁres'due November 1, 1973 (App. 12a). _The debentures
were convertible into common stock of Heli-Coil upon the option of
the holders at’ any time prior to redemption or maturity at the con-
version price of $16 2/3 per share. AThe indenture under which the
debentures were issued provided for an adjustmenﬁ to the conversion
price in situations‘where issuance by Helifcoil of additional shares
of common stock‘vould.dilute tﬁe_iﬁtereat'of the deeenfurevholders |
(App. 12a).

On }brch 18, 1959 within six months of the initial purchase, Mr.
Viebster exercised his coeversion privilege and exchanged the debentures
held by him for 3,600 shares of_Heli-Coil's common stock, none of these
debentures having been called for redemption (App. 13a). Between
July 16, 1959 and September 1, 1959 Mi.rWebster.sold 1, 360 shafesyof

Heli-Coil common stock for a total consideration of $90 771,01 (App. 13a).

1/ Pages in ﬁefendant-Appellant's Appendix are referred to as

" "App. __"; in Defendant-Appellant’s Brief as "Def's., Br.__ .
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. The common stock of Heli-Coil was registered for trading on

the Annrican Stock Exchange on December 17, 1958 less than one montH

after Mr, Webster purchased the debentures and more than three months be-

fore Mr.‘Webster exercised his conversion privilege., The debentures have

‘mever been registered for trading on a‘national securities exchange

but are traded from time to time in the over-the-counter market (App. 13a)
The opinion of the court below is reported at 22? F. Supp.

831 (D.N.J., 1963) and reprinted in full iniDefendant s Appendix, _Tne

district court helddthat the conversion of the debentures into common

stock constituted a sale of the debentures and a purchase of the stock

within the meaning of Section 16(b). It further held that neither the

 exemption contained in Section 16 for securities "acquired in good

faith in connection with a debt previously contracted" nor the exemption -
contained_therein for arbitrage transactions was applicabie to the
transactions involved. The court concluded that Mr. Webster was liable

for profits derived from the disposition of the debentures upon con-

- version within six months of his acquisition thereof and from the sale of

common stock within six montns after convers*on of the debentures into com-
mon stock It awarded Judgment for Heli-Coil in the amount of $116, 544 36,
without interest, representrng the sum of (1) $71,400, the difference between
the initial purchase price of the debentures and their value on the conversion
date, and (2) $45,144.36, the difference between the value of the common

stock on the conversion date and the price at which the stock was subsequently

sold by Mr, Webster,
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b=

‘ Thé'Commiésion takes thevposition that the court below correct=
ly‘held chat'a volunta;yAconveision of debentures into_common stock
congtitutéq'a sale of the debentures and a purchase of the common
stock within tﬁe‘meaning of Seétion-16(b), that the stock acquired
upoh conversion is nbf éxempf from-Section 16(b) as a security "écquiféd
in good faith in connection with a debt previously contracted" and that 
a conversion is not exempt from Section 16(b) as an ﬁrﬁitrage transaction.
Tﬁe Conmission believes, however, thét uhder the circumstaﬁces of this
case no profit was realized by ﬁr. Webster from the'disposition of the

debentures upon conversion and that accordingly the judgment against

.. Mr. Webster should have amounted to only $45,144.36, the pfofits

realized from the sale of>the common stdck within six months of the con-

version.

STATUTES AND RULE INVOLVED

The Securities Exchange Act of 1934 is specifically designed,

inter alia, "to insure the maintenance of fair and honest markets"

in securities transactions (Section 2 of the Act, 15 U,S.C. 78b).
Section 16(b) seeks to implement this general purpose by making it

unprofitable for insiders to engage in short-swing speculation. The
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préamble fd the section expresély-étatés that it was eéaqted "[flor
the purpose:of preventihg the unfair use of information which may -
have been obtainedAby'[é] « oo director,.or officer by reason of
his relationship to £he issuer + + o " |
| The abuses which led_to fhe énaétmept of Section iﬁ(b).aré

-'diecussed in the legislative history of the Act.gl Among these abuses
~ were transactions in which insiders, with advance knoWlédge of facts
which woﬁld produce a fise iﬁ thé market price of the stéck of their
company; bought stock at then current market prices and'sold it when
publication of the information had caused the anticipated rise to
~occur., There were also transactions in which.insiders with advance
knowledge of facts which would depress the market price sold their
stock at then.curfent prices and repurchased when publication had
" the anticipated éffect. On occasion, the ability to obtain'such

profits led insiders-to manipulate the market price of their stock
by causing‘their corporation to follow financial policies calculated

3/
to produce sudden changes in market prices.

2/ See S, Rep., No. 1455, 73d Cong., 2d Sess. 55-68 (1934);
S. Rep. No. 792, 73d Cong., 2d Sess. 7-9. (1934); H.R. Rep.
No, 1383, 73d Cong., 2d Sess. 13-14 (1934).

3/ S. Rep. No. 792, 73d Cong., 2d Sess. 9 (1934).
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To preventvsuéh praétiées in an éffectiye manﬁer, and in view .
of the difficulty of pfo&ing intent on the pért of insiders
to speculate on inside 1ﬂf§rmation, Section i6(q) requires officers
and directdrs of any corporé;ion with securities registeréd under -
'Sectfon 12 of-the Act and beneficial owners of more than 10% of any
class of such securities to file reports of their holi%ngs and trans-
actions in any of the corporation's equity securities.—/ Section 16(b)
provideé for the recovery by or on béhalf of the corporation of any
profits realized by such persons froﬁ "any purchase and sale or any
sale and purchase" of sﬁch securities within a six-month period.
Section 3(a)(13), 15 U.S.C. 78c(a)(13), defines a "purchase' to includé
"any contract to buy, purchase or otherwise acquire,h and Section 3(a)(14),
15 u,Ss.C. 786(a)(14), defines a "sale'" to include "any contract to séll
or otherwise dispose of." The term "profits" is not defined in the Act,
Section 16(5).spec1fica11y provides that the Commission may exempt

by rules and regulations transactions not comprehended within the purpose

of the section,

4/ Prior to the enactment of the Securities Acts Amendments of 1964,
Pub., L. No. 467, 88th Cong.,, 2d Sess. (August 20, 1964), Section 16
was applicable only to insiders of corporations with securities
registered on a national securities exchange. The 1964 am2ndments,
providing for registration under Section 12 of the Act of equity
securities issued by certain over-the-counter companies, extended

- Section 16 to all "securities registered under Section 12",
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Section 16(b) also excepts from the provisioné of that section any

Ygecurity acquired in good faith in connection with a debt previously
5/ -

contracted. In addltion, Section 16(e) provides

Y(e) The»provisions of this section shall not apply
to foreign or domestic arbitrage transactions unless
made in contravention of such rules and regulations
as the Commission may adopt in order to carry out
the purposes of this section."

Pursuant to this authofity the Commission has adopted Rule l6e-1,
17 CFR 240.16e-1, which provides in pertinent part:

"It shall be unlauful for any director, or officer of
an issuer of an equity security which is registered on.
. & national securities exchange to effect any foreign
or domastic arbitrage transaction in any equity
security of such issuer, whether reglstered or not,.
unless he shall include such transaction in the state-
.ments required by section 1l6(a) and Rule l6a-1 and
shall account to such issuer for the profits arising
from cuch transaction, as provided in Section 16(b). . . .
The provisions of Rule 16a~1 and of section 16 shall
not apply to any bona fide foreign or domestic arbi-
trage transaction insofar as it is effected by any
person other than such director or officer of the
issuer of such security."

5/ This section and the rule thereunder were designated Section 16(d)
and Rule 16d-1 prior to enactment of the Securities Acts Amendments
of 1964, Pub. L. No. 467, 88th-Cong., 2d Sess, (August 20, 1964)
and are so referred to in the briefs of Mr, Webster and Hell-COLl.
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ARGURENT

1, The Voluntary Conversion of the Debentures
~ "Held by Mr, Webster was a "Sale" of the

Debentures and a ‘'Purchase'’ of the Common

Stock Within the Meaning of Section 16(b).

By defining in Seci;ions 3(a) (13) .a_nc-l 3(a) (14) of >the Act the
terms "purchase" and "sale" to include not only contracts to purchase
or sell but also contracts to "otherwise acquire" or "dispose of'",
Congresé made clear that the coﬁcept'of purchase and sale was intended
to extend beyond the ordinary meaning of these terms and beyond the
conventional liﬁitations applicable under the commercial law of sales,
Although these definitions specifically refer only to executory contracts,
obviously they were not intended to exclude the moreAcommon and important-
executed traﬁsactions. |

Consisteﬁt with these broad definitions and with thé remedial
purpose of Section 16(5), the courts hav; repeatedly found a purcﬁase
or sale iﬁ a wide variety of transactions, such as the exercise of stock“
options or warrants granted in connection with an employment contract,ﬁl
the exchange of gtock in a subsidiary for stock of its pafent pursuant
to a2 plan of corporate simplificatiodzl and the exchange'by an insider
corporation of stock held by it for stock of its less-than-wholly-owned

8/ - ' L
subsidiary. The court below, in holding that the conversion _

6/ Walet v, Jefferson Lake Sulphur Co,, 202 F,2d 433 (C.A. 5), cert.

denied, 346 U,S, 820 (1953); Blau v, Hodgkinson, 100 F. Supp. 361 (S,D.
M.Y., 1951); Truncale v. Blumberg, 80 F, Supp. 387 (S.D., N.Y:, (1948).

7/ - Blau v. Hodckinson, supra, note 6

8/ Blau v. Mission Corp., 212 F.2d 77 (C.A. 2), cert. denied, 347 U.S.
" 1016 (195%).
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.

~involved here constituted a sale of tne'debentnres and a purchase of

common stock,’followed Park & Tilford, Inc. v. Schulte, 160 F, 2d 984

(C.A._2), cert. denied '332'U.S. 761 (1947), where the Court of Appeals
for the Second Circuit held that a conversion of preferred into common -
LT

stock constituted a purchase of common ‘stock. Although the court below

"~ recognized that Park & Tilford did not deal with the question whether the

conversion resulted .in a "sale" of the convertible security, it stated:that

the "rag%o decidendi would seem equally applicable to that issue" (App.
1

179a).
'Mr; Webster urges, hoﬁever, that the two securities were economic
equivalents, and therefore the facts of the instant case are closely .'

analogous to Ferrailolo v, Newman, 259 F. 2d 342 (C.A. 6 1958}, cert., denied,

359 U.S. 927 (1959), where the Court of Appeals for the Sixth Circuit held
that a conversion of preferred stock, which had been called for redemption,
into common stock dio not . constitute a purchase for purposes of Section
16(b). Bnt as the court below noted (App. 181a), "it was the involuntaryvo
nature of the eonversion'in Ferraiolo that was the determinative factor

in that case." The court's opinion in Ferraiolo emphasized that the

9/ See also, Kogan v. Schulte, 61 F. Supp. 604 (S.D.N.Y., 1945), a
companion case to Park & Tilforxd.

10/ See also, Blau v, Lamb, 163 F, Supp. 528 (S.D.N.Y., 1958), where the
court denied motions f for suxmary judgment by both parties in a suit
seeking recovery of profits alleged to have been realized in connec-
tion with a conversion of preferred into common stock, stating that
"the defendants have not established as a matter of law that the con-
version of their preferred into common was not a gale" (163 F. Supp.
at 533~ 534) :
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préfe:red stock, which was convertible into co#moﬁ, ﬁad been called for
re&emption; Since the COﬁmén stock was selling for nine dollars above
the converéion price, and tﬁe insiders thus eithgr had fo convert-or
accépf a loss upon rédeﬁptioﬁ,'the court found that the conversion was,
at least in an economic sensé; i;voluntary. Here the conversion was
entirely volunt;ry, since nb call for recémption had been issued by

Heli-Coil,

Whatever bearing the econbmic'equivalence of Heli-Coil's debentures

‘and common stock urged by Kr. Webster may have on the issue whether a profit

has been realized upon cbnversion,(see p. 14, iﬁfﬁi) it is, in our view,
irrelevant to the determination whether the conversion constitutes a
purchase and sale within the meaning of Section 16(b); In determining
to exercise his conversion privilege, 1lir, Webster made an investment
decision independént'qf both his initial decision to purch&se the
debentures and his sﬁbsequent decision to sell a portion of his common
stock. Alfhough he retained an investment position in Heli-Coil after
conversion, the nature of his investment and the risk involved was
substantially affected by the decision to convert. The convertible
debentures represeﬁted fixed debt obligations payable upon matﬁrigy
or redemption and bearing a fixed interest rate and carried an option
to exchapge the debt obligation for‘common-stock.‘ The common stock
represented an equity interest in Héli-Coil;s assets and earnings and

carried a voice in its management, Prior to conversion, Mr. Webster
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did.not own the commonnstock and hsd a"creditor relationsnip to Heli-.
Coil. He acquired the rights of a stockholder only by diSposing of
the debt security held by him upon conversion.

The situation here is thus entirely different from those involved

in Roberts v, Eaton, 212 F.2d 82 (C;A. 2), cert. denied, 348»U.S.-827

- (1954), relied upon by Mr, Webster (Def's, Br, 11-12) or in the récent .

case of Blau v. Max Factor & Co., 342 F.2d 304 (C.A. 9, 1965),

~ where exchanges’of securities were notAdeemed to‘involve a'purchase

~ for purposes of Section 16(b). In the Roberts caseAthe court held that
stock was not "purchasedﬁ within tne meaning of Section 16(b) where-it
was acquired pursuant to a pian ot reclassification in.which all share-
holders exchanged common'stock for.a package consisting of common and
preferred stock,. ihere.the insiders' interests remained prpportionately‘
unchanged, a factor, which the court‘noted, was "of course essential for
the defendants' pbsitibn" (212 F. 2d at ‘86).7 In the Max Factor case the
IdefendantsAconverted comnon.stock held by them into the issuers' Class A
" stock as a preliminary step to & public offering of the Class A, The
court there held that the conversion did not involve a purchase of the
Class A stock under Section 16(b), noting that the only difference
between the two classes of stock was that the board of directors-had the

power to declare lesser dividends on the common than on the Class A.



-12-

In distinguishing the case before it from the conversion involved in

Park & Tilford, Inc. v. Schulte, supra, the court noted:

"The preferred and common exchanged in Park & Tilford
involved significantly different investment risks.
For this and other reasons, the decision to exchange
the convertible security required an investment
decision within the six months period distinct from
the decision to sell the converted security - a new
investment risk was undertaken, and a new, if limited,
opportunity was presented to realize profit, or avoid
loss, through the use of inside information,"

Whether a transaction is a purchase or sale for purposes of
Section 16(b) cannot depend upon a minute examination of eaéh particulaf
transaction, To require that a plaintiff show a possible benefit to the
defendant in a particular case would come close to establishing the
subjective burden of proof that Section 16(b) was intended to eliminate,

Under Section lé(b) this Commission was expressiy authorized by
Congress to exempt by rules any transactions deemed ''not comprehended
within the purpose of this subsection,'" Thus, while recognizing that

11/
the "crude rule of thumb" of Section 16(b) might encompass trans-

11/ Stock Exchange Practices, Hearings Before the Senate Committee on
Banking and Currency, 73d Cong., 2d Sess., pt. 15 6557 (1934).
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actions which are not fairly within its purpose, it 1ndicated that the
courts are to apply the rule generally, leaving it for the Commission

to make approprlate exemptlons. The transactions involved here have not
12/ ' :
been so exempted

2., PFor Purposes of Section 16(b) Mr, Webster did not
Realize Profits at the Time of the Ccnversion of
the Debentures,

For the reasons‘stated in Poiht I, we agree with the court below
that the conversion constituted both the sale of the debentures and the
purchase of the common stock by Mr. Webster. Section 16(b), however,
makes him liable only for "any profit realized," While there would seen
to be no question that profits were "realrzed" upon the sale of the
stock; a substantial and oovel ouestion ar;ses es to whether or not any
profits were "realized" by the conversion of the dehentures; as the court
below_appears‘to have assumad without diecussion. Neither "profit"ﬂhor
realized" are defined in the statutc'and, insofar as we can determine,

no court has had occasion to devote much consideration to the question

12/ In the administration of Section 16(b) the Commlssion has
adopted eighteen rules exempting various transactions in whole
or in part from the provisions of Section 16(b) and in some
cases from the reporting requirements of Section 16(a). See
Rules 16a~1 to 16a-~10 and 16b-1 to 16b-9, 17 CFR 240,.16a-1 to
16a-10 and 240,16b-1 to 16b-9. It, of course, may exercise
its authority to provide exemptions from Section 16 only if
it is persuaded on the basis of its experience in the adminis-
tration of the federal securities laws that such action would
be consistent with the purposes of Section 16(b).
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of whether or not a profit has been "realized" since in the .ordinary
purchase and sale or sale and purchase situation, realization is unques-

13/ . :
tionable.

We believé that neither words used nér the statutory purpose calls
for a finding that a profit was 'realized" upon the conversion of the
debentures under the circums£ances of this case. When used with reference
to investments, the term '"realized" generally refers to the liquidation
of an investment position and the collection of whatever pfof@tuhas'
accrued, Although in some situations the statutofy purpose may require a

broader concept, this is not such a case. In no'real sense did Mr, Webster

liquidate his position or collect a profit when he converted. The deben-
tures were then selling at a price of approximately $2,100 for each $1,000
of face value (App. 100a) reflecting the fact that the common stock was
selling at approximately $36 (App. 64a) as compared with the conversion
price of $16 2/3, It is thus apparent that for market or speculative
purposes the debenture was, at that time, substantially the economic
equivalent of the common stock into which it was convertible., After the
conversion, as before, Mr, Webster retained his investment position in

the securities of Heli-Coil and whatever profits had accrued continued

1Y The courts in Park & Tilford v. Schulte, supra, and Ferriolo v. Newman,
supra, did not have occasion to congider whether or not any profits
were realized upon conversion since, in Park & Tilford the purchase of
the convertible security appears to have occurred more than 6 months
before the conversion, and in Ferriolo this was clearly true.




- 15 -

to.be at the risk of the parkef and could disappear without "realfzation"
if thé markét'price of thé cormon were to deg{ine substghtially. ,Iﬁ the
parlance of invgator;, thaae profits céqt#nued to.be‘"papcr"‘préfits‘
botﬁ.before‘and'aftc; the convergion, o

The étatqtory purpose doés not fequire a differenf result. By
" converting, Mr. Hebster did not place himgelf in a position where he
. could nmake any more ad§antageous use of inside informétion for speqﬁlé-
tive purposes than he coﬁld have befofe, since the market price of the
debenturesland che';ommop stock §0u1d be expected to continue to move
together, Indeed, by ;onverfing, Hr.'H§$stef reduced his opportunities
 for pure‘speculation-ainpe he lost the protection of a senior position
. without géining any compensating spcculatiﬁe advantage, Ordinarily an
investor uould convert in this situatiog,where the conﬁertiblq security
is p:otec§cd against dilution and has not.beeﬁ called for rédepption,
only because he hoped to gain a long tern advantage fron feceiving divi-
dend incoﬁé in excess of fhe intérest payable upon the debenturesf
Under_these circumstances the statutory purpose does not compel a broad
application of the term "profitg realized" Vhich, as indicated above,
contemplates the liquidation of an investment positionvqr-some enhance-
ment of the'potential for speculative profit,

‘The forcgoinﬁ is not fo suggest that é profit can never be realized
within the meaﬁins of a Section 16(b) in transactions involving the con-
version of a comvertible security. If the convertible security is pur-

chased, the conversion privilege is exercised, and the security so acquired
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1s'sold all vithin o 6-:onth period, we believe tﬂat ihc entire profit
regculting frcm the tfansécéien. is recovergbic,either on the thoory
that ﬁhe‘prﬁfit qccrucd'oﬁ fhe debentures as vell as the profit oﬁ the
cc::nﬁ stock has Feéh gééiiééd;v"bithig'[a] pericd of less than 6
 ponths" for pﬁrpoées of'ﬁhe céatute,.ot'clce upoé the theory that, under such™
. circuﬁstancco, ghe puréhase.of a convertiglc dabanture way be treaécd an:
a purchase of ﬁtockléincevthc gtatute dafinca pufchase as inc;uding."aﬁy
coa:racf to buy, purchase or othervise acquire” (Sccﬁion 3(a)(13)), ond
the purchase of the convettible-cecuricy includes o contractual right
to ncquireAthe convérsicﬁ securiﬁy. | |
Although tir, ?ebster did not realize a profit vhen he converted,
he did-make an investment decision and acquired a nsw'security, and the
profit realiidd by him upon the sale éf that new security within 6
rwonths after its'purchasé is properly recéverable. The over-all result is
that the ghort tern érofi; realized by Hr, Vzbster during the 6 —onths
after March 18, 1959 io récovargble, vhile the over-all profit eccruiag
freo his fovestrmant in Heli-Coll securities over a period of ‘sozz 9 roaths
is not rcqoverablc in full. ¥e balicvs this result to be ccnsistent with
" the ptatutery objoctive of deterring ghort sving o?ccu&hticn, arbit;ar-
ily defired in toros of a 6-zooth parfcd, vhile pormitting the retention

of longer term profitc.
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The Common Stock Acquired by Mr. Webster Upoﬂ
Conversion was not Exempt from Section 16(b) as a
Security Acquired in Good Fdith in Connection with

| Debt Previously Contracted,

7

Mr. Webster also argues that,.because the conversion of the

" debentures cuncélled'ﬂeli#Coil's debt ofligét}on to him,'the'commén'

~stock acquired on conversion was exempt from the provisions of

_Section 16(b) as a security "acquired in good faith in connection with

2 debt previously contracted" (Def's.'Br. 20). In rejecting a similar ..

"claim to this exemption for stock acquired pursuant to a prior contract

for the sale of the same stock, the Court of Appeals for the First

~Circuit in Varian Associates v. Booth, 334 F. 2d 1, 5 (C.A. 1, 1964),

affirning, 224 F. Supp. 225 (D. Mass., 1963), quoted'appfovingly fronm

the opinicn of the lower court which stated that to accept the arg. = ¢

urged by the defendants would

"open the door to widespread evasion of the Act, since
any acquisition of stock could take the form of a con-
tract in which the seller would owe a debt, that is,
would have a firm obligation to deliver stock at come
future date, and the buyer would owe a corresponding
obligation to pay for the stock at a future date in
money or other property." -

As the district court also moted (224 F. Supp. at-227):

"Clearly the debt referred to in §16(b) must be an
~obligation independent of the obligation to deliver
the very stock involved in the purchase,"

Similarly, in Truncale v. Blumberg, 80 F. Supp. 387, 392 (S.D. N.Y.,

1948), the court rejected the claim that warrants acquired pursuant to
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an employment incentive contract were exempt f;om Section 16(b) as
securitics acquired in connection with a debt previously contracted.

In support of his claim, Mr., Webster relies on Smolcwe v. Delendo
Corp., 136 F. 2d 231 (C.A. 2, 1943), cert, denied, 320 U.S. 751 (1945)

and Rheem Manufacturing Co. v. Rheem, 295 F. 2d 473 (C.A. 9, 1961). In

these cases where the exemption was deemed applicable the securities were
acquired in sgttlement of matured debts ;hich existed apart froﬁ the
obligation teo transfer the securities. In Smolowe the debt was due ana
payable in cash but was satisfied by trancfer of securities only_with the
mutual consent of both parties., Rheem involved the acquisition of
securities in satisfaction of the defendant’s interest in the company's
retirement fund. Although the defendant had the optibn of obtaining bene-
fits in either cash or securities, the benefits werc fully vested and

the value of the securities received was equivalent to the amount of bene-
fits to yhich the defendant was entitled.

The court below held that neither Smolcwe nor Rheem was controlling
in the instant case ''because they involved geod faith settiements of
independent and matured obligations'" whereas "the debentures here were
not to mature until November 1973, and were subject te a number of cou-
ditions which negative the generally accepted ccacept of a matured
debt" (App. 182a). By converting his debentures Mr. iebster was exercising
his contractual right to obtain stock with a value far in excess of the

face amount of the debentures. Since the valu. of the stock Mr. Webster
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was entitled to receivé on conversion was unreigted to the amount of'v

the debt obiigation repfeéénted‘by the'debentures, the conversion wés .

in no sense the "gnefshthseftlement" of a deb£ which the court in

Rheem (295 F. 2d.at 476)_said_was maqevposéiblc by the exeﬁption for
securities "acqgired in good faitﬁ in cﬁnngction with a debt previously

- contracted.

Mr. Webster asserts, however, in conflict with the principle-

- recoghizéd by the court below, thét there is nothing "1n}the statufé
requiring an independent existence of fhe debt" (Def's, Br, 25).
Apparently, he would urgé that the requirement that the stock be "acquired
in good faith" means only the absence of an intent to profit on the basis
of inside information. éuch a limitedAappiication ofithé "good faith"
requirement woﬁld, of course, lead to the same subjective standard of
proof Congress infended_to avoid by the prbphylactic provisions of Section

16(b).
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4. Mr, Webster's Conversion of Debentures into

Common Stock was not Exempt from Section 16(b)
as_an Arbitrage Lransaction. )

Finally, Hf. Webster contends that the‘coﬂ%ersion of the
debentures into common séock is_exc}ddea ftoé,the operation of
- Section 16(b) by'Secfion 16(e), which exempts "arbitragé_transactions"
from the provisions of Section 16‘"un1ess made in cong;ayention of
- such rules and regulétibns as the Commission may édopt in order to
éarry out the purposes of this sgction;" Mr. Webster recogg}Zés tﬁat:
under ﬁﬁle»lGe-l the Commission has m;de it unlawful for~an insider
subject to Section 16, other than a ten-percent-holder, to engage in
'arbitfage unless he,.intcr alia, "shall accouﬁt to [tbe] iséuer, for
the pfofits_ariaing from such transaction as provided in Section 16(b)."
He contends, however, that the rule is invalid becaﬁse it "is a pro_tento
repeal of aﬁ exemption granted by Congress" and is “discriminatory,_
unconstitutional, and in dircct conflict with the legislative intent"
. (Def's. Br. 30-31),

The court below found it umnecessary to rule om the validity of
Rule 16e-1}_since it correctly found that the transactions involved in
the Qoﬁversion were not arbitrage. "Afbitrage" was defined in the-
legislative history of the statute as "the simultaneous buying of a
security in one'market at a price for the purpose of selling it in

another market at snother price for the purpose of profiting from the
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15/

differenceAin prices in such markets."' Arbitrage nay also consist
of the purchase of one security and the sale of an equivalent security
for the purpose of profiting from the difference in the market prices
of tho two eecurities. In either case, its economic function is to
eliminate the difference in price where there is no reason for a -
- difference.16/ A person engaging in arbitrage makes his profit with

respect to convertible securities by buying the convertible security
when its price is lower than the market price of the securities into
wvhich it may be converted, exercising the conversion privilege and
selling the securities acquired upon conversion, Usuellyithe purchase
_and sale ere executed simultaneously or at the next mavket opportunity
so that the trensaction ie completely»riskless, provining a profit equal
to the difference between the market~price of the securities to be sold
less the total of the market price of the securities purchaeed and the
expenses of the tranenction.

Since Mr. Webster eid not convert his debentures into stock until .

~ four months after he purchased them and did not begin to sell the stock

acquired on conversion until almost four months thereafter, the conversion

clearly was not incident to an arbitrage transaction. Wor can the

15/ Remarks of Representative Rayburn, Sponsor of the Act, on
H.R. 9323, 78 Cono. Rec., 7700 (1934),

16/ Weinstein, Arbitrage in Securities 8 (1931).
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conversion by itself be deemed arbitrage, since it merely reflected

Mr. Webster's determination to exercisé a contractual right adhering

to the debeqtures held‘by him and did not involve the execution of
simultaneous offsetting transactions in the market for the purpose of
profiting from the differgnce in market price between the debentures

and thglstock into which they were convertible.ll/ Indeed, Mr. webster'§
contention that the conversion constituteé arbitrage is wholly incon-
sistent with his claim (Def's., Br. 29) that he could not profit from‘the

conversion.

The conversion here was entirely different from the transactions

of the defendants in Falco v. Donner Foundation, Inc., 208 F. 2d 6OQ
(0.5.12, 1953), upon which Mr. Webster relies. The Court there held
that the exemption for arbitrage transactions was available where the
defendants sold common stock which carried a right to receive dividends
already declared and simultaneously purchased an equal number of shares

which did not share that right. Unlike Mr. Webster's transaction here,

17/ At all times the debentures could be converted into common stock
at the conversion price of $16-2/2 per share. On November 20,
1958, the date on which Mr., Webster purchased the debentures, he
also purchased 500 shares of Heli-Coil common stock at $14.50 per
share (App. 12a).4An arbitrager would have purchased the debentures
on that date only if they sold at that time for less than the
securities into which they were convertible.
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in iglgg there were mefely risklese market tradsactions which had the
effect of eiiﬁinating tHe difference in price ;o the extent that 1£
exceeded the amount of the dividends since there was, of course, no
economic reason for this difference.__.

Since the t;ansactlcps involved hére'were clearly hot arbitrage,
" this Court, like che court below, need not pass on the‘qdestion of the
. validity of the Commission's Rule 16e-1, which in effect removed the
exemetion for-arb;trage transactions of officers and'directorsfeagject
to Section 16(b). Accordingly, we do not believe it necessary £¢ defend
che rule as a reasonable exercise of the Commission's legislative rule-
. making powers under Section 16(e)., It should be noted, however, that by
distinguishing between ten percent beneficdal ownersAand‘officers or
- directors,'the rule reflects thersame considerations which presumably
prometed enactment of Section 16(e). The exemption was procided in the
bill as finally enacted only after 1t‘was pointed out during ehe Senate
Hearings.chat Section 16(b) migﬁt unduly interfere with arbitrage trans-
actions because profe381onal arbitragers commonly acquire in the course

18/
of their activities large holdings in a particular security. Since

'18/ A representative of the New York Stock Exchange testified:

", . «[wle would like to point out that the 5 per cent

provision in regard to stockholders, as drafted today,

might prevent arbitrage transactions, because it 1s

very common, in arbitrage, for a man to buy one security

and at the same time sell against it an equ1va1ent
(continued) .
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these positions are held only momentarily, the arbltrager cannot establlsh
- a relationship with the issuer by virtue of his holdings which could give
him access to confidential 1nformatioq. On the ‘other hand, the officer or
director engaging in arB;trag§ transaétioﬁs is iq'a relationship with the
corporation which gives him-a;cesé t; i;side'informétion.' Although it has
.been said that “arbitrage is « o o Clearly divorced from the abuses which

19/ .
Section 16(b) seeks to prevent", advance knowledge that inﬁormation‘

.-

" likely to produce a temporary disparity in market prides;is/about to be
released could give one an advantage over others vho would also seel to

profit from the disparity.

18/ (continued) . o
' security, While that process of the arbitrage is

going on he might coaceivably accumulate more than
5 percent of this security, and he would be the
beneficial owner of that 5 percent. He would, of’
‘course, have off-setting contracts or obligations against
it, but they are not reflected in the definitiom, which
imposes penalties upon a stockholder owning 5 percent or
more of a registered security." (Stock Exchsnge Practices,
Hearings Before the Senate Cormittee on Banking and
Currency, 73d Cong., 2d Sess., pt. 16, 7566-67 (1934).)

“H.R. 9323, as initially passed in the Housce of Representatives, did
not contain the provisions of Section 16(b) but extended the
.rﬁportino rcquirements now contained in Section 16(a) to 5 percent
beneficial ouners, .The Senate, in adding the profit recovery pro-
visions of Section 16(b) to the House bill, limited the application
pf Sectjon 16 to officers, directors and 10 percent beneficial
ovners. Thaze changes were subsequently eccepted by the Conference
:Gommltte¢.4 See, H.R. Rep. 1838, 73d Ccng., 2d Sess,, 35-36 (1934),

- 19/ Falco v. Donner Foundaticn, supra, 208 F. 2d at 604,
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CONCLUSION -

For the foregoing recasons the order of the céurt below should

be modified to provide only for the recovery of $45,144.36 as the

profits realized by Mr. ﬁebster_from'the sale of common stock within

six months of the conversion bf.the debentures ihto stock,
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